
ECONOMIC 
NOTES

The federal government still has not 
made its intentions clear regarding the 
possibility of increasing the inclusion rate 
of the capital gains tax from 50% to 75%. 
Since this kind of tax entails detrimental 
effects, a change of policy should go in 
the exact opposite direction, as some 
other countries have done, and either 
substantially reduce the capital gains tax 
or simply abolish it.

THE HARMFUL EFFECTS 
OF THE CAPITAL GAINS TAX
A capital gain is an increase in the value of 
an investment, calculated as the difference 
between the sale price of the asset and its 
original purchase price. When an investor 
sells anything for more than the price that 
was paid for it, a capital gain is realized. In 
Canada, half of this gain is taxed as income 
(with some exceptions like one’s primary per-
sonal residence).

Just as sin taxes reduce the behaviour that is 
being targeted, the capital gains tax hinders 
capital formation, which is one of the basic 
foundations of all economic growth. In fact, 
most government policies that intend to 
boost economic growth are geared toward 
increasing the supply of capital. Less capital 
available to businesses, in turn, means that 
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its cost will increase.1 This will also affect job 
creation and wages throughout the econ-
omy, as less capital can then be matched 
with workers to make them more productive 
through technological and other improve-
ments, which is a prerequisite for wage 
increases.

Taxing away capital is not the only detrimental 
effect of this tax. Capital gains taxation also 
encourages people to lock in their invest-
ments. Unlike most types of income, realiz-
ing capital gains is largely a matter of choice, 
and its timing can easily be modified by sim-
ply selling later. This makes capital gains 
much more sensitive than ordinary income to 
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variations in the rate of taxation. When rates 
are high, individuals who own capital assets 
become more reluctant to sell them, requir-
ing greater benefits to outweigh the tax 
burden they will incur. For them, the capital 
gains tax thus reduces the probability that a 
given stock will be sold.2

This hurts economic growth because it dis-
courages the reallocation of capital to its 
most productive uses. Research pursued in 
the US has suggested that for every 1% drop 
in the tax rate, capital gains realizations—and 
hence the flow of capital—increase by 1%.3

The capital gains tax does not just reduce 
overall investments; it also affects which 
business ventures capitalists invest in. Ven-
ture capital tends to go to firms that offer 
unproven but potentially revolutionary tech-
nologies, services, or products. As they are 
unproven, they tend to be riskier but also, if 
successful, quite profitable. When they suc-
ceed, firms that have access to venture cap-
ital act as potent stimulants to economic 
growth, as well as productivity growth.4 The 
capital gains tax, however, reduces the will-
ingness of venture capitalists to finance 
these riskier business start-ups. As a result of 
the deterrent effect of the tax, they prefer 
less innovative forms of entrepreneurship.5

Finally, while inflation itself is often likened 
to a tax because of how it chips away at the 
value of money, the capital gains tax does 
not take it into account, thereby increasing 
the effect of the tax, especially for long-term 
projects.6 An investment whose nominal 
value has increased 5%, but whose real value 
has only increased 3%, the rest being due to 
inflation, will still be taxed on the full, partly 
illusory 5%. 

This  is because the tax applies to the nom-
inal return on capital, without adjusting for 
the fact that inflation may have substantially 
reduced the real value of this return. What 
this means is that long-term projects that 
have made no real capital gains, or worse, 
that have incurred losses in real terms despite 
a higher illusory nominal value, can be made 
to lose money (or lose even more money) 
through this tax alone.7

These effects of the capital gains tax repre-
sent one of the biggest fiscal burdens on 
economic performance in Canada. In a study 
of the macroeconomic effects of the different 
taxes that governments can use to raise rev-
enues, the federal Department of Finance 
found that taxes that affect capital goods are 
the most detrimental to economic activity. 
As Figure 1 shows, each dollar of reduction 
of taxes on capital income would lead to 
economic gains of approximately $1.30. It is 
the tax whose elimination would bring the 
most gains.

Moreover, the tax cannot be justified by the 
meagre revenues it generates for govern-
ment. The reductions in federal government 

The capital gains tax hinders 
capital formation, which is one of 
the basic foundations of all 
economic growth.
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Efficiency: Results from a Canadian CGE Model, Department of Finance 
of Canada, November 2004, p.16.  
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tax revenues would not be significant: approxi- 
mately $4.3 billion, or just 1.5% of its total 
revenues.8

In addition to these considerations, the cap-
ital gains tax is rather regressive. While some 
investors can easily avoid paying this tax by 
delaying the realization of their capital gains, 
or invest in vehicles that do not generate 
capital gains, not everyone can do so easily. 

Other groups, such as low- and middle-
income taxpayers, the elderly, and less suc-
cessful investors, typically have low financial 
flexibility, and have much less discretion over 
when to realize capital gains. They are there-
fore, in a sense, much more concerned by 
capital gains taxation than high-income 
earners.

INTERNATIONAL EXPERIENCES
Some countries have followed drastically dif-
ferent courses than Canada in terms of cap-

ital gains taxation. Many countries do not tax 
long-term capital gains for individuals, as 
seen in Figure 2, and New Zealand, 
Switzerland, and Hong Kong do not tax 
them at all. In these places, positive effects 
from the absence of capital gains taxation 
have been documented.

One study that looked at the case of Switzer-
land, where in addition to the central gov-
ernment, some districts (cantons) eliminated 
the capital gains tax, found that elimination 
increased the size of the economy by be-
tween 1% and 3%.9 Another study, this one 
of Hong Kong, found that thanks to the 
absence of a capital gains tax, the territory’s 
savings rate is well above that of similar 
industrialized economies.10 

In the case of New Zealand, the elimination 
of the capital gains tax is part of the sweeping 
reforms that started in the 1980s and shifted 
from taxing capital and savings to taxing 
consumption, which has less deleterious 
effects on economic growth.11 These reforms 
were important in improving the economic 
situation of the country relative to its neigh-
bours.12 Other countries, like Israel, have 
moved to minimize the negative impact of 
capital gains taxation by taking the effects of 
inflation into account.13

The tax cannot be justified by  
the meagre revenues it generates 
for the federal government: just 
1.5% of its total revenues.
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International comparison of top long-term capital gains tax rates for individuals

 
Note: Data is for 2014, except for Canada, which is 2017. 
Source: EY, Corporate Dividend and Capital Gains Taxation: A Comparison of the United States to Other Developed Nations, April 2015, p. 13; KPMG, 
“Personal Tax Rates: Combined Top Marginal Tax Rates for Individuals—2017,” June 30, 2017.
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CONCLUSION
Taxation of capital gains is particularly perni-
cious because this kind of income is derived 
from the efforts of investors and entrepre-
neurs to grow the economic pie, which is the 
basis of our prosperity. Moreover, investors 
can generally choose when to “cash in” their 
capital gains. In the case of very punitive 
rates, these gains can be postponed indefin-
itely, to the detriment of job creation and 
economic growth. The tax does not gener-
ate a lot of revenue for the government, yet 
it is a major burden for our economy.

Of course, the reduction or the abolition of 
capital gains taxation would involve complex 
technical tax issues. One of them is income 
shifting, which is the act of transferring other 
types of revenues, such as salary or divi-
dends, into capital gains in order to benefit 
from its lower, or nonexistent, tax rate. But 
these technical and legal issues, however 
valid, can be solved through ongoing vigi-
lance and targeted legislation when neces-
sary, as has been the case in other countries 
that have no capital gains tax, such as those 
mentioned above.14 

They have found ways to deal with these 
issues, and there is no reason to believe that 
Canada could not do so as well. These posi-
tive examples show us that eliminating our 
capital gains tax could help improve produc-
tivity growth in Canada, which would in turn 
improve the living standards of all Canadians.
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Eliminating our capital gains tax 
could help improve productivity 
growth in Canada, which would in 
turn improve the living standards 
of all Canadians.


